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ABSTRACT 

This study examined how competitive market dynamics between 
1994 and 2000 have affected the financial stability of Academic Health Center 
( AHC) hospitals and their ability to support their academic and social 
missions. It looked at the financial challenges facing AHC hospitals through 
a survey involving 1,138 teaching hospitals. Findings demonstrate that fewer 
financial resources are currently available to subsidize mission-related 
activities than at any other time since 1994. Although the analysis focused 
on AHC hospitals, the authors considered other teaching hospitals and other 
types of hospitals. The financial strength of AHC hospitals has decreased to 
the point that their ability to fulfill their social missions appears to be 
at risk. In the aggregate, AHC hospitals derived their entire financial 
surplus from nonoperating revenue, which was used to offset operating losses. 
By 2001, less than half of AHC hospitals had positive operating margins. If 
these trends continue, or even stabilize, AHC hospitals might not be able to 
maintain their traditional commitments to education, research, and their 
communities The observed decrease in private payer payments relative to 
costs for AHC hospitals may not be due to increased hospital costs. In recent 
years, AHC hospitals have controlled costs and generally become more cost 
efficient, but it is difficult to predict the form insurance payments will 
take and the future of employer's health care plans. An appendix contains a 
hospital efficiency model. (Contains 32 exhibits.) (SLD) 
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EXECUTIVE SUMMARY 



Academic health centers (AHCs) and their affiliated hospitals play a critical role in 
the delivery of health care in the United States. Their commitment to teaching and 
research, providing sophisticated clinical care for patients with medically complex 
problems, and caring for the poor is vital to our health care system. Public and private 
payers of medical benefits have long recognized that, although the academic and social 
missions pursued by these institutions are beneficial to society, they also result in higher 
patient care costs. Estimates indicate that mission-related activities account for roughly 30 
percent of the cost per case at AHC hospitals. 1 As the nation’s health care system became 
more competitive during the 1990s, managed care organizations and other payers 
questioned these higher costs through aggressive contract negotiations. 

Traditionally, the nation’s AHCs and other teaching hospitals have relied on 
patient care revenue to subsidize a portion of their mission-related activities. The funding 
structure is built on private payer payments and, to some extent, Medicare payments, 
exceeding patient care costs. Consequently, changes in the health care market that result 
in reductions in clinical revenue place AHC hospitals at financial risk and undermine their 
capacity to carry out mission-related activities. 

This report examines how competitive market dynamics between 1994 and 2000 
have affected the financial stability of AHC hospitals and their ability to support their 
academic and social missions. It looks at the financial challenges facing AHC hospitals and 
demonstrates that fewer financial resources are currently available to subsidize mission- 
related activities than at any other time since 1994. Although the analysis focuses on AHC 
hospitals, the authors consider other teaching hospitals as well as other types of hospitals. 

AHC Hospitals’ Total Margins Have Declined Since 1996 and Operating 
Margins Were Negative in 1999 and 2000 

In recent years, the financial strength of AHC hospitals has decreased to the point that the 
hospitals’ ability to fulfill their social missions appears to be at risk. As shown in Exhibit 
ES-1, aggregate total and operating margins for AHC hospitals were lower in 2000 than at 
any other time since 1994 (1.7% and -1.4%, respectively). 2 Moreover, the deterioration in 
the aggregate financial performance experienced by these institutions between 1994 and 

1 James A. Reuter, The Financing of Academic Health Centers: A Chart Book (New York: The 
Commonwealth Fund Task Force on Academic Health Centers, September 1997); Robert Mechanic, Kevin 
Coleman, and Allen Dobson, “Teaching Hospital Costs: Implications for Academic Missions in a 
Competitive Market,” Journal of the American Medical Association 280 (September 16, 1998): 1015—19. 

2 Total margin = (net revenue - total hospital expenses)/net revenue; operating margin = (net revenue - 
non-operating revenue - total hospital expenses)/ (net revenue - non-operating revenue). 

8 . best COPY AVA1MMJE 



o 

ERJC 



Vlll 



2000 was greater than that experienced by non-teaching and other teaching hospitals 
during the same time period (results not shown in Exhibit ES-1). In aggregate, AHC 
hospitals derived their entire financial surplus from non-operating revenue, which was 
used to offset operating losses. 



Exhibit ES-1. Trends in Aggregate Total Margins and 
Operating Margins for AHCs, 1994-2000 



-•-AHC Total Margins* -4-All Total Margins** 




Total Margin = (net revenue - total hospital expenses)/net revenue. 

Operating Margin = (net revenue - non-operating revenue - total hospital expenses)/(net revenue 
- non-operating revenue). 

* Includes reported community hospitals data only. 

** Includes reported and imputed community hospitals data only. 

Source: The Lewin Group analysis of AHA Annual Survey data. 



As shown in Exhibit ES-2, by 2000, less than half of AHC hospitals had positive 
operating margins. If these financial trends continue or even stabilize, AHC hospitals 
might not be able to maintain their traditional commitments to education, research, and 
their communities. 




Reduced Private Payer Payments and Increased Uncompensated Care 
Adversely Affect AHC Hospitals’ Financial Performance 

Private payers appear far less willing than in the past to support the high costs of AHC 
hospitals. Private payer payments as a percentage of costs have declined from 128.4 
percent in 1996 to 112.5 percent in 2000 (Exhibit ES-3). These higher payments had 
previously enabled AHCs to subsidize their academic and social missions. 

Despite cuts initiated by the Balanced Budget Act of 1997, Medicare paid nearly 
all of its patient care costs at AHC hospitals, and Medicaid paid slightly less than its costs. 
Notably, both Medicare and Medicaid payments relative to costs in 2000 (99.9% and 
95.7%, respectively) were greater than in 1994 (98.1% and 94.9%, respectively). Thus, the 
overall declining performance of AHC hospitals between 1994 and 2000 is primarily due 
to the pronounced decrease in private payer payments relative to costs and increases in 
uncompensated care. 

Two distinguishing features of AHC hospitals are their high and increasing level of 
uncompensated care and their relatively high costs. This study revealed that AHC hospitals 
are less cost-efficient than other hospitals, most likely due to their complex missions. 
However, in recent years AHC hospitals have made significant efforts to control their cost 
growth. Increases in uncompensated care and decreases in private payer payment-to-cost 
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ratios are the primary factors underlying the increasingly poor financial performance of 
AHC hospitals. 



Exhibit ES-3. Trends in Payment-to-Cost Ratios 
by Payer for AHCs, 1 994-2000 



-•-Pvt. Payer Payment-to-Cost Ratio 




Includes reported community hospitals data only. 

Source: The Lewin Group analysis of AHA Annual Survey data. 



Public AHC Hospitals Are Financially Burdened by Growth of 
Uncompensated Care 

In keeping with their mission statements, AHC hospitals, particularly public AHC hospitals, 
are committed to providing health care to the poor. Between 1994 and 2000, the decline 
in the financial performance of public AHC hospitals began earlier than the financial decline 
for private AHC hospitals. While private AHC hospitals depend more upon Medicare and 
private payers, public AHC hospitals depend more upon Medicaid as a payment source. 
Medicaid pays public AHC hospitals relatively well, due to disproportionate share 
payments. 3 But high levels of uncompensated care have diminished public AHC hospitals’ 
overall financial strength. By 2000, total margins for private AHC hospitals had increased 
to 1998 levels, but total margins for public hospitals had decreased sharply. 




3 Medicaid disproportionate share payments are payments provided by the Medicaid program to 
hospitals to cover the shortfall for Medicaid payments and uncompensated care. 
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AHC Hospitals in High Managed Care Areas Are Struggling Financially 

AHC hospitals located in high managed care areas performed worse than other AHC 
hospitals. 4 In 2000, the operating margins for these institutions (-3.5%) continued to 
decline, whereas the operating margins leveled off for AHC hospitals in communities with 
less managed care. 

Uncompensated care levels for AHC hospitals in areas of high managed care 
concentration are high. This seems to be the dominant factor affecting their poor financial 
performance, given that their major payer payment- to-cost ratios are comparable to AHC 
hospitals in less competitive areas, e.g., areas with less managed care. The relatively high 
Medicare payments and roughly equal private payer payment-to-cost ratios exhibited by 
AHCs in high managed care areas reflect aggressive cost control by these institutions. 

The market share of AHC hospitals has remained stable, in spite of the emergence 
of managed care. Between 1994 and 2000, the percent of total inpatient days accounted 
for by AHC hospitals did not change. This supports the previous assertion that the 
observed decline in AHC hospitals’ financial performance was primarily driven by 
reductions in private payer payments relative to costs and increases in uncompensated care. 
Reductions in utilization or low Medicaid payments were not significant factors. 

Low-Performing AHC Hospitals Had Lower Payments Relative to Costs for 
Each Major Payer in 2000 

This study characterized institutions falling in the bottom quartile of all AHC hospitals in 
terms of total margin as “low-performing.” Since these institutions face the greatest 
financial challenges in fulfilling their missions, a separate analysis was conducted to see if 
they shared common characteristics that might be associated with their financial 
performance. In 1994, 25 percent of AHC hospitals had total margins below 1.2 percent 
and operating margins below 0.2 percent. By 2000, low-performing AHC hospitals had 
total margins and operating margins below —1.9 percent and -3.6 percent, respectively. As 
shown in Exhibit ES-4, these AHC hospitals generally received below-cost Medicare and 
Medicaid payments and just under break-even payments from private payers. Low 
performers are not characterized by low occupancy rates, high numbers of full-time 




4 For these analyses, managed care penetration was defined by the HMO penetration rate as reported in 
various years of the InterStudy Competitive Edge Part III: Regional Market Analyses Publications. In order 
to identify the characteristics of the AHC hospitals based on the managed care penetration, we categorized 
the AHC hospitals based on the HMO penetration rates of the Metropolitan Statistical Areas (MSAs) where 
they are located. AHC hospitals located in areas with an HMO penetration rate above the 75th percentile 
were classified as AHC hospitals in “high managed care areas”; AHC hospitals located in areas with an 
HMO penetration rate below the 25th percentile were classified as AHC hospitals in “low managed care 
areas”; and all other AHC hospitals were classified as located in “medium managed care areas.” 

xii 



12 



equivalent staff per bed, or higher average lengths of stay. Low-performing AHC hospitals 
are distinguished from high performers primarily by their low payment-to-cost ratios. 



Exhibit ES-4. Comparison of Academic Health Centers 
by Financial Performance for 2000* 





High- 

Performing 


Moderately 

Performing 


Low- 

Performing 


Number of Hospitals 


24 


45 


24 


Medicare Payment-to-Cost Ratio 


104.1% 


100.4% 


93.1% 


Medicaid Payment-to-Cost Ratio 


110.4% 


92.1% 


91.8% 


Private Payer Payment-to-Cost Ratio 


117.9% 


108.6% 


97.4% 


Full-time Equivalent Staff per Bed 


6.7 


7.3 


6.6 


Occupancy 


78% 


78% 


75% 


Average Length of Stay 


6.3 


6.5 


6.1 


Aggregate Total Margin 


12.8% 


1.3% 


-11.7% 


Aggregate Operating Margin 


7.1% 


-0.6% 


-13.8% 


Efficiency Index (Medicare)** 


1.04 


1.01 


1.00 


Percent of Uncompensated Care 


5.2% 


6.4% 


11.1% 



Low-performing hospitals include academic health centers that fell in the bottom quartile of total margins in 2000; 
moderately performing hospitals include academic health centers that fell in the interquartile range of total margins 
in 2000; high-performing hospitals include academic health centers that fell in the top quartile of total margins in 
2000. 

* Includes reported community hospitals data only. 

** An efficiency index greater than 1 indicates relative inefficiency. 

Source: The Lewin Group analysis of 2000 AHA Annual Survey data. 

Future Financial Performance of AHC Hospitals Is Likely to Get Worse 

The financial pressures faced by all AHC hospitals will likely intensify, given expected 
additional reductions in Medicare payments as mandated in the Balanced Budget Act of 1997. 
AHC hospitals’ future financial performance also depends upon levels of uncompensated 
care, private payer payment levels, and Medicaid. The near-term outlook is not favorable 
for more generous private-sector contracting as private payers attempt to counter increased 
health insurance premium costs. Growing state budget deficits mean that increased 
Medicaid payments for AHC hospital services in the near future are also unlikely. 

Discussion 

This report indicates that the financial performance of AHC hospitals specifically, and 
teaching hospitals generally, deteriorated between 1994 and 2000. AHC hospitals’ 
financial performance also deteriorated relative to that of other hospitals. During the same 
period, AHC hospitals’ market share relative to other types of hospitals remained nearly 
unchanged, indicating that their worsening financial status has not been a result of relative 



volume reductions. Neither can their financial status be attributed to lower Medicare or 
Medicaid payments, since payment-to-cost ratios for these programs increased slightly 
between 1994 and 2000. The declining performance of AHC hospitals appears, therefore, 
to be primarily due to the pronounced decrease in private payer payment-to-cost ratios. 
For some AHC hospitals, an increase in uncompensated care is also a factor. 

The observed decrease in private payer payments relative to costs for AHC 
hospitals may not be due to increased hospital costs. In recent years, AHC hospitals have 
controlled costs and generally become more efficient. Yet, with health care insurance 
premiums rising, employers are likely to intensify their efforts to contain their health care 
costs. Since many employers are now hostile to managed care, it is difficult to predict the 
form these efforts will take. However, cost-control efforts will likely be directed at 
hospitals generally, given concerns over potential excess capacity, and at teaching hospitals 
in particular, given their relatively high costs. The effects of any cost-control policies on 
the financial status of hospitals could be compounded by decreases in non-operating 
revenue associated with the marked decline in the equities market. 

For all of these reasons, the missions of AHC hospitals and other teaching hospitals 
could be in jeopardy. Thus, a key public policy concern is to maintain the financial 
stability of AHC hospitals while market forces respond to the reemergence of health 
care inflation. 



FINANCIAL PERFORMANCE OF 
ACADEMIC HEALTH CENTER HOSPITALS, 1994-2000 



I. INTRODUCTION 

Academic health centers (AHCs) and their affiliated AHC hospitals play a critical role in 
the delivery of health care in the United States. Their commitment to teaching and 
research, providing sophisticated clinical care for patients with medically complex 
problems, and caring for the poor is vital to our health care system. Public and private 
payers of medical benefits have long recognized that, although the academic and social 
missions pursued by these institutions are beneficial to society, they also result in higher 
patient care costs. Estimates indicate that mission-related activities account for roughly 30 
percent of the cost per case at AHC hospitals. 5 As the nation’s health care system became 
more competitive during the 1990s, managed care organizations and other payers 
questioned these higher costs through aggressive contract negotiations. 

Traditionally, the nation’s teaching hospitals have relied on patient care revenue to 
subsidize a portion of their mission-related activities. This funding structure is built on 
private payer payments and, to some extent, Medicare payments, exceeding patient care 
costs. Consequently, changes in the health care market that result in reductions in clinical 
revenue place AHC hospitals at financial risk and undermine their capacity to carry out 
mission-related activities. 

This report examines how competitive market dynamics have affected the financial 
stability of AHC hospitals and their ability to support their academic and social missions. It 
looks at the financial challenges facing AHC hospitals and demonstrates that fewer 
financial resources are currently available to subsidize mission-related activities than at any 
other time since 1994. Although the analysis focuses on AHC hospitals, the authors 
consider other teaching hospitals as well as other types of hospitals. 

The authors document the deteriorating financial status of the nation’s academic 
health center hospitals and other teaching hospitals, using data from the American Hospital 
Association’s Annual Survey of Hospitals and Medicare cost reports. Observed trends in 
hospital margins and payment-to-cost ratios from 1994 to 2000 demonstrate that the 
growing financial stress placed on AHC hospitals is a result of faffing private payer 
payment- to-cost ratios and increasing uncompensated care burdens. The report also 
compares the financial performance of public and private AHC hospitals, examines the 



5 Reuter, The Financing of Academic Health Centers, September 1997; Mechanic et al., “Teaching 
Hospital Costs,” JAMA, September 16, 1998. 
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impact of managed care on performance, and makes comparisons between high- and low- 
performing AHC hospitals. 



II. METHODS 

This analysis measures the financial status of academic health center hospitals (AHC 
hospitals) and other teaching hospitals. The Centers for Medicare and Medicaid Services 
(CMS) produce an Impact File each year, based on information contained in each 
hospital’s most recent Medicare cost report. Using medical resident counts reported in the 
CMS 2001 Impact File, the authors identified 1,138 teaching hospitals in the 2000 
American Hospital Association (AHA) survey data. 6 Hospitals with at least one medical 
intern or resident were classified as teaching hospitals. This group was then divided into 
the following classes: academic health center hospitals (119), major teaching hospitals 
(181), and minor teaching hospitals (838). 7 Although a number of federal hospitals, such as 
Veterans Administration hospitals, are also teaching institutions and may have close 
affiliations with medical schools, federal hospitals were excluded from this analysis. 

To identify AHC hospitals, the authors used the set of integrated teaching hospitals 
identified by the American Association of Medical Colleges (AAMC). The AAMC defines 
an integrated teaching hospital as one in which a majority of clinical chiefs of staff are also 
department chairs in the affiliated medical school. 8 This core set of AHC hospitals was 
used to identify AHC hospitals in years prior to 2000. Additional AHC hospitals were 
chosen by identifying the individual hospitals that merged to form one of the 119 AHC 
hospitals in the 2000 AHA data. The “major teaching” category includes non- AHC 
hospitals with an intern- and resident-to-bed ratio (IRB) of 0.25 or above and at least 50 
beds. The “minor teaching” category includes non- AHC hospitals with an IRB of less 
than 0.25 or fewer than 50 beds. The major and minor teaching hospitals were identified 
using the annual CMS Impact Files. The set of major and minor teaching hospitals 
fluctuated from year to year depending on how many hospitals met these criteria. 



Financial results are also included for two other classes of hospitals: urban non- 
teaching hospitals with 100 or more beds (referred to as “large urban non-teaching 
hospitals”) and “all hospitals.” Since most teaching hospitals, particularly AHC hospitals 
and other major teaching hospitals, are large and located in urban areas, the large urban 




6 Although the AHA data contain counts of medical residents, we instead used information from the 
Impact File because we believe it is the most complete and accurate source of information on medical 
residents available. 

7 These values are taken from the year 2000. 

8 The AAMC list was supplemented with a list of hospitals supplied by James Reuter of Georgetown 
University. After accounting for hospital mergers and closures, the final set of AHCs used in this analysis is 
nearly identical to the set used in Reuter, The Financing of Academic Health Centers, September 1997. 
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